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The asset management 1iAsdsuestt rnya niasg el maerng AnalystinFinancial sl e x .
also known as investment man-agrenead mypu ECOonomics or a
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T Whether regulation of the asseatccmama genndernetrt aitindd u si to
invesh®risnvestor protection concerns ¢ epartievra toen fiunny

Private funds aahei gpheerrc erinppakd Atnddelirdaewen rt o publ ic f un
discussmnoast of perqoutaclc tdiapone sagnmtemt opportuni ties.

T The impact of foamatnhce ailn d wscthmy,l oagnyd whet her the cu
taeaddress these inkeawn cticaclh nionlnoogviaectsi on 1 mage ment's gnal s
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araecppropriately geregul dPunth ocfemmhowes i goofa Ipol i ¢ y ma ki n
aresa to protect investors without hindering 1innovVv:

Congressional Research Service



Capital Markets: Asset Management and Related Policy Issues

Content s

4 T A G o O A A o 0 - PP PP PPPPPPPRR 1
Types of Asset Mamn.a.ge.me.nt...Comp.ani.e. S ... 3
Publ i coFollinid.Seeei 3
Pri vatoe Ellmd s 4
Public Versus..Priiva.t.e.. . Fun.d.s. .. 8
Ot her For ms o ft.As.s.e.t....Ma.na.geme. ... 1.1
Operational . . .Comp.0. .ot S i 11
Operation..of..a. Eun.d.. . 11
Key I nter.me.ddd i .S e 12
Regulatory and Ris k..Mi.t.i.ga.t..on.. Fr.amewo.Mlds
Asset Management Risks and Re.gul.a.t.i.onl 6Compared
Di sclosure ..Re.qILi. L. e ME.N.L S eeeieemeeees 17
Investor Acc.e.s.8...Re st nidCotid 0N S 18
E X @ Mi N bde 000l S eeieen e 18
Securities Invest ar..Pr.ot.ec.t.i.on..Car.p.ozxla% i on
Ri sk Mitigat.ion. . Cant. ol S i, 19
Recent . lr e d S 23
The Abasneatge ments Gm dwg.hc. y.o 23
Capital Market Financ.i.ng..Ouwt.pa.ce.s..Ban2k3 Lending
Active to Passive..lnvye.s.t.me.n.t..St.yl.e..S.h2i4f t
Private Securities Off.e.r.i.n.gs..0unt.p.ac.e..2Public Of
P ol 1 €y sl B S e e 26
Financi a.l.. . .St ab i ol b Yo e 26
Money Mar ket .Muot.unal.  Euon.ds ... 28
Exchdlmga e d....Fnm.do s 29
Leveraged..Len.di.n.g . e 30
Invest or P o e ColidaD o 33
Defining Accr.e.di.t.ed. .. .lnv.e. st 0.l Se.. 33
Voting of .Pr.oxy..Shaar e s, 34
Fund Di s 0 Sl d e erene e e e eeees 34
Financial. . .lnn.ov.d el 0o i eeeeineme e 34
Digital As.s.et . . Cls.to0.d Yoo 35
Nonfinancial Te.c.hn.ol.o.gy...Pl.a.t.f.or.ms..... 35
Faceboodsk HliFkkrea Ch a r.a.c.t..e.r.i.S Lol CoSuiiinniininn, 36
(O o T I R B - O o T s RO PUPPPPPPTPTRR 37

Figures

Figure 1 Selected Paubl..c..Funds..Net.. . As.sxt Value
Figure 2 Selected P.ur.i.v.a.t.e.. . Funds...Net...AsS et Value
Figure 3. Oper at.i.o.n..o.f....a.. Muot.wal...Fund....12

Figure 4 Nonfinancial Bus.i.ne.s.s...Financi2dg: A Con

Fgure 5. Cumulative Flows 1iant.o..Pass.ive.285nd Activ
Figure 6. New Capital Raiseds, n2@@®B.l..i..c.2&#nd Pri va

Congressional Research Service



Capital Markets: Asset Management and Related Policy Issues

Tables

Table 1 Top 10 U.S. Asset Manag.e.rs.,..Raaked by A
Table 2 Summary Characteristics and..Rildk Prof il
Table 3. Examples of Risk Fac.t.ors..and..R2sk Mitig
Table S4. Ldveraged Loamn..Ri.sk..Charact.erid3tlics

Appendi xes
Appendi x. Rel at.ed. . . CRS. . ..Pr.o.duct. s 38

Contacts

Aut hor ) T 0 YOO e o 15 DA S T o YO0 o W 38

Congressional Research Service



Capital Markets: Asset Management and Related Policy Issues

Introduction

The asset management liemxd uwsytsrty mo pwel rt ahts esse hiyn cao nmcpoomy
managementhesoampamager pr-epdwmbclti oc aftengdsr iaersd pri vat
Additional liynt ear meudmbderriacsfi nvest ment advisers and
distribution channels, safeguards, Nenadr loyt her e s s

h &1, or 44. 8 %, of all U. S. h o tWheehno lodpse roaw ni nsgo maes f
expected, the industry functions to pool assets,
information, and protect investors.

As smatna ge ment —« obsngfaemmrmreendv etsohanneang e me nt, cnoompeayn i e s
mana geumsdisnve st meate famldbke c tviehdtcllaets epdanle nmhoney fr
rimWd wirduals it nvest eamadb Veshdwhfadffi nametitadns .
e Secdr Emgks Commi s si on (rSeEgti)l aitso rt hoef ptrhiemaarsys e t
managemenfThendas hrytatutes that goavte rtnh et hfee daesrsaelt
val It hiégreve st ment Compan§/ 68colenovt st métt( Adkisers
4P0. 1(67 6),& hSee cuAct i @ 1 92323) ,¢ RBeeald ur7i3t i es Exchange .
34 (2P9L). 73

Publ i ¢ afidnagrsei vdaitset i ngui shed by the taymdsbypyf 1nve

—
O O O

the regulationPdadpmhdeseldl &9 mhema-trfdads fuamdshange
(ETFso9leonsde df unds , and Uli,fgkenbevsahed¢wmaese 5 $b b ¢
all *Pypeosatarlef mhithedet sophisticatedi ndistidwadli)nal
inve,s ttohus ptri e af Bned wmydpnepsr iovfa saertheE dgd funds, vent
capit aalnpfrumdsude t y

The fiorflsitts pmaeport provides an overview of the as
regulAlttihoonhhghe 1 dDdefsnmgion for the s$sndustry, t
public ainndv epsftimmeanste and the industry EfThmponents tl
r e paolristlol uss tsroantdee o f s d ke yr y i s k t hrrepgousbuarteesst nagnnde d
disclose, monitor, and mitigate them.

The s ecofnhldi spamreapor t tcroennsdpsal learnsdy c us s(elam)s , whientchheurd i n g
t he asset ma naafgfeencetnst tihned ufgitneayn@n iatle & t Satbaitleist;y (02f)

1 SeePublic Fundssection of this report for more details on public funds. For household holdings of public funds, see
Investment Company Institut2019 Investment Company Fact Bo@k https://www.ici.orgpdf/2019_factbook.pdf

While an investment company could manfunde imuhbhidispl asfdnds, i
interchangeably to describe an investment management company. For this report, unless noted otherwise, funds are also

referred to as investment companies. Pel).S.C. §880a3(a)(1) the legal definition oinvestment comparg any

issuerwhich—(A) is or holds itself out as being engaged primarily, or proposes to engage primarily, in the business of

investing, reinvesting, or trading in securities; {Bengaged orrpposes to engage in the business of issuing face

amount certificates of the installment type, or has been engaged in such business and has any such certificate

outstanding; or (Cls engaged or proposes to engage in the business of investing, reinwestiimgy, holding, or

trading in securities, and owns or proposes to acquire investment securities having a value exceeding 40 per centum of

s

the value of such issuer’s total assets (exclussi’ve of Gove
3 SeePublic Fundssection of this report for more details.

4 These institutional and retail investors are more sophisticated and higher net worth clients who are perceived as better
positioned to understand and tolerate risks.

5 SeePrivate Fundssection of this report for more details.

6 Pension funds and insurance companies also manage assets; however, because they serve different functions and are
not regulated by the Securities and Exchange Commission (SEC), they are beyond the scopeaftthis re
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regulatien mindahemeasns industry provides sufficie
who invest money in the industry;;f iamtdem(h¥)het he i
industry, and whether the currentherseegunleamt ory f r a
technol ogies

The asset manngemengleyli acdodnsclfemngt crta tsetdat i st i cs di f f e
dependnnighebustoinmmdastry r epsor5t0 0o nl atrhgee swo ralsds et ma n
indicates t.hSa.t atshsee tl amagneasgerUs (1. ae.a,nktimgse withi
managed around $50 'TheltopnldDnUaSsetsseh BT ger
trillion in assets -eumdeF@hbiheaage ment as of year

Table 1.Top 10 U.S.Asset Managers, Ranked by Assets Under Management
(as of December 31, 20}7

Assets Under Management

Rank Asset Manager ($ Trillions)
1 BlackRock 6.3
2 Vanguard Group 4.9
3 State Street Global 238
4 Fidelity Investments 2.4
5 J.P. Morgan Chase 2.0
6 Bank of New York Mellon 1.9
7 Capital Group 1.8
8 Goldman Sachs Group 15
9 Prudential Financial 1.4
10 Northern Trust AssetManagement 1.2
Top 10 Total 26.2
Source: CRS based odata fromWillis Towers Watson/Thinking Ahead Institute 500 afrEnsions &
Investments
The i nsduasstsret s are measured by assets under mana
grossrafeetso thoecysvsmemnf bays «thtNsed s a8 et cevhaslnuaegd er t
ofissets minULsS elgiasbtielrietdi eish ¥ &p © mk in¢th eClodndfm2nl . 4
trinlliinototal néPriavastd sfusdode RPVilBhe aby nppiaal
househo$8s7i hbl1dn in tdtaxlildadtoansn § anfe tARePEPaBdb & rl

7 CRS calculated this approximation by multiplying the 53.2% of assets under U.S. management (page 11) with the
$93.8 trillion (page 4) of total discretionary assets under management of the 500 managers included in the report. The
$50 trillion assetsinder management does not include assets of smaller funds that are outside of the top 500 list. Willis
Towers WatsonT he Wor | dds L ar g e,athttpS/ov@w.thirkisgaheadikstituteroggbediaPdf/TAl/
ResearcHdeasTAl_Pl_500_2018_formatted.pdf

8 Net assets equal total assets minus total liabilities, and is different than assets under management. For more data, see
Investment Company Institute, A Review of Trends and Activit20l®s in the Inve
Investment Company Fact Boaithttps://www.ici.orgpdf/2019_factbook.pdf

9 SEC,Private Funds StatisticsNovember 13, 2018, attps://www.sec.godivisionsinvestmenfprivatefunds
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addition, ot her mar kdeeta lheswltst,o medl i ¥ i k st, r islulciho m

In
of second Yyuarter 2018.

Types soefta AMmgent Companies

Ma ntyypes of mesmtetc cmmmidsgtieed her, the different type

management companies are subj.dhtstcd idinf thd gdd ti gihd

ma jtoyrp e s moafn aagsesmetnt,i aecmpabhegs funds, private fun

fons of asset management

PubFinrds

Public funds arecpeoesl ¢t hmwinfwesmh me mti dwesviieiar s et y o f

and invesih shechlhoeneponds , TohnSh-rmdrgeicest scedridtvest n

companiaas tobpklmstitutionwmttomdmed pedhand ptulbd i ca me
f unAlsss.et hol di n gesx poefr ipeunbcleidc sfiugnndisf i cant gr owth

i

(Fi gwmrAe seaadr 2WplIBiucmds managedémot ¢ivohann$2fsets,

behalf of moreSthtaailé®0nmettoon. U

Figure 1.Selected Public Funds Net AssetValue
($ Trillions, Not Inflation Adjustedl

25
1999 2018
20 Mutual Funds 6.8 17.7
ETFs 0.0 3.4
15
10
5
0

TP R Sy PR H o N HOH DN L LY W e e AN D
o d oy
A AP NE 1@‘{9 AP AP AF TS DDA D S
H Mutual Funds ™ Closed-end Funds # Exchange-Traded Funds B Unit Investment Trusts

Source: CRS based on data from Investment Company Institute and Strategic Insight Simfund.

Notes: Mutual fund data exclude mutual funds that investarily in other mutual fund<losedend fund data
indude preferred share classdsTF data include ETFs not registered under the Investment Company Act of
1940 and exclude ETFs that primarily invest in other ETFs. Data are for investment companies that report
statistical information to thénvestment Company Institute.

Thffour baspuwbIltiyep efswtnodfasl f vennddu,neddsb b4 adgeded funds,
and unit investment trusts

statisticsprivatefundsstatistics2018q1.pdf

10 Board of Governors of the Federal ReseRiaancial Stability ReportNovember 2018, at
https://www.federalreserve.g@ublicationsfiles/financiatstability-report201811.pdf

1 nvestment Company Institut2B)19 Investment Company Fact Bpathttps://www.ici.orghdf/2019_factbook.pdf
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, VU OE U

Mutual fwhedmoastepvdaaledd umwedTh myales @ eodpanlcll & d
endeds, fuafda threipmg ithowuous o.f fMutimagb dff dimdiseorne s 1 i mi t
the nusmbeaercewafinsh'elyhseh ar est made shec b a nhgednsn.ve Wt or s
need tt o rheex in vpeosstispieinStme ¢ ésechmaate snet & NA¥)Y value
Redemmetbhon secllingmuhdnndlch.cbsacc ktfe¢cohtntibceasl] udi ng

NAV and radempt mdie, todhd mxlta mdfcei s k fiRe g notrayo 1 s
and Risk FMiatmiegvwotar kvh bmespd r t

" OO D BALO E U
A clos@ddfund is a publiclyse¢ebrhded I nmes ¢ dient mbon
rather thaaoffent ngCutobsdelddf und shares are not 71 edec

cannot be r1etuNAMkudb ttohetyhiemrfdumtdr afdoar®BIn ¢ e 5 y o mar k e t
caenx it -ecnldo sfegdnudysi ng ehasebtongtie™ exchange

$ R ET E3DEEWDELS 3 %K

ETFsre pooled 1invecsotmbel mte vbeohtnthatlmeasd tdhuiantd @ dand c1 os
fun®EsT.Fosf fer investors a twea yfwtinddhp ccooln tti menioru smorthey ¢
of ferhata lcsaonotr € dellkien ge’s t oc k

4050wl U0 Uditpiu( 3 A
Ul Tsnvest money
portfolio of s

T
to
trust st ruacmul &r
a unit of sp%cif

s eao nfleir onm mpaitbyt iicnwodftean mgi nn a
s , bonds, or other 1nvestment s
at issues redeemable securiti
d securities.

PriviFahds

Private ifau mdsert weassttme nt hapempamne es hr ofu gehm retxaeinmp t i o n
SE€egul®Ptridmneds @aleallatdesronat i vRe li mtviewe memtpubl i c

12 SEC, Office of Investor Education and Advocalglytual Funds and ETESA Guide for InvestorsSEC Pub. 182,
December 2016, dittps://www.sec.gowtvestorpubssecguideto-mutuatfunds.pdf

BNet asset value is the fund’s net assets minus net liabil
An s weMutual Fufids » at ht t p sfasvarswerstnswersmutfugdbtm.html.

14 Primary market refers to the market where securities are created. Secondary market refers to the market where

existing securities are bought and sold.

B’SEC,“ Fa s t AiosedEnd Fund Information” at ht t p sfag/answenanswersmfclogelbtm.html.

16 For more information, seERS Report R4531&xchangeTraded Funds (ETFs): Issues for CongrasgEva Sy

and SEC, ¢ FExchangelhkaded wFunds{ETFs)” httpst//www.sec.govastanswersinswersetfhtm.html

17 The vast majority of ETFs are organized as eged funds, but some of the earliest ETFs were organized as UITs.
Although small in numbers, these UITs represent a significant amount of assets. For eaauipyeaend 2017, the
eight existing UIT ETF#$eld total assets of $379 billion, representing 11% of the ETF industry. @pGsedule,
“ExchangeTraded Funds” J un e Btips//wawisécovilesfiroposed?01883-10515pdf.

BFor more infor mat i onUnitlsvesinensTRuSts (UITS) ahitast//mAvw.sew.govast :
answersinswersuithtm.html

8§ 02(a)(29) of the Advisers Act defines a private fund as

Congressional Research Service 4
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pri vattee nfduankddsi @ h e & ntdhiesyke, s unmbojreac v ¢ ¢ bare saa.dests ons
Pr i v adtaser ef uanv aoinlhdyb me t € d qnuuanibiefri eodf tihheses ¢ ma spr i vat e
f uan®d

s Doefc e MWelp8r,i vat e f utnrdigl lhiml d 0% & 1 7 nterti lalsisoent si na ngdr c
ssets undefi gndff@gamensS EfCi r st available private
he f i rosft 2AQullBaotuaet h 2@ h8 t etrtho fprigirasgner € umlda n ndu st
0% pr ilmeaddi iblyy e ps evai @ e qui t?3T haen d uhl eedstgleg ofvuenrdnsi .n g
unds were estabbeshemdnas Cpap ) sbhyuStAtnke nh gtubhet he 4
raftefiforamcawrthe roasaaddPbevnpentfamnedsfund
andd¢shaopeqgqe e s tricognast d 1 wg trheeg u bau ghotn t o. be wupdated

—Aarh o T e

Figure 2. Selected Private Funds Net Asset Value
(% Billions)

2018Q4

201803 o e e

2018Q1

2017Q4

2017Q3

2017Q2

2017Q1

o

500 1,000 1,500 2,000 2,500 3,000 3,500 4,000 4,500

Venture Capital Fund & Private Equity Fund ™ Hedge Fund

Source: CRS based on data from SEH&@jvate Funds Statistldy 23, 2019
Note: As reported in SEC Form PF, Question 9. The fund types are not mutually exclusive.

defined in section 3 of the Investment Company Act of 1940 (15 U.S.€3B80mut for section 3(c)(1) or 3(c)(7) of
that Act.?”

20 A private fund isany issuer whose outstanding securities are beneficially owned by not more than 100 persons, or, in
the case of a qualifying venture capital fund, 250 persons, and which is not making and does not presently propose to
make a public offering of its secugti, among other conditions.

22SEC, Division of 1Invest me PrivatéMands Statistipdaurth Galendan Quiartet i ¢s Of fi ¢ e .
2018, July 23, 2019, &ttps://www.sec.godivisionsinvestmeniprivatefundsstatisticsprivatefundsstatistics2018

q4.pdf

22 private funds grevs9% or 63%, as measured by percentage increases in gross asset value and net asset value, for

periods between first quarter 2013 (the inception of the private fund statistics) and fourth quarter of 2018. For more

details,se§ EC, Division of 1Invest me PrivatdMands HatistipsautthCalendat a 1 yt i ¢ s Of f
Quarter 2018, July 23, 201&; https://www.sec.godivisionsinvestmeniprivatefundsstatisticsprivatefunds

statistics2018g4.pdf and SEC, Division of Invesme nt Ma n a g e me n t PrivateAundsiStatisice s Of fi ce,
Fourth Calendar Quarter 2014, December 30, 2015 ph&pat//www.sec.gv/divisionsinvestmentrivatefunds
statisticgprivatefundsstatistics2014q4.pdf

23 Allen Ferrelland John DMorley, New Special Study of the Securities Markets: Institutional Intermediaiats
Law & Economics Research Paper. 58Q July 19, 2017athttps://ssrn.conabstract3005542
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Theaimm types of private funds include hedge fund
and famibuy dthfeisee s umut t aylpleyg®Soxme]l mwieve he term pr .
equity 1intaer cahaadmdg epalbrlaye s cr i be al 1 ®Tthyipse sr eopfo rptr i v a
uses the terminology set forth by tke SEC in it:s

Among all onfa jporri vtaytpee sf unds, only vehadvegadtapital
definlitibdhhdO0DbdawMakl 1 Street ReformAact®. Ccond biner P
20,3 Do ddmckr e mov dd stt e« ¢ mpfiriooom S EC r eignivseternatt i on f o
advisers with f &fwelrl tah akne yl 5g acpl iieni®Tshe ad stgul at or y
establlagaleddefinitions of ventswre¢ hadpitthakbkefuvsedsc
private fenxdésmfeo®anl drhéeg mnleamqiuda Pemeaddi tion, privat
with less than $150 milcloinotni niene cabspltebtds. under man a

UD Vsl ibitaO E U

private epqouwilteyd fiunnvdetsitsnytepnitc avlelhydocdloew @ & 1t tmre o tt &

otf eadfechet pubbch as ownership st &Rreisvaitne perqgiuviattye |
undvestoluédewhitgh individuals and families, pen
anks and ins®%Aamnacredicmognptaoncap S2808f7ns t i t ut i onal

nvestoested 1 umnswal ya lalqacwhetityeddt h atnh alsOs% tosf
n privdte equity

e

51 O UMEXIBWE O E U
Venture capital funds are sstahgiogle s e o jssulcahf tassms f i n
hig¢kch sPtuarrstutafnsté -Pwd d kh Ac$S EC te sdeafbil nisthieadn af or ven

capitsiln 20nMdd be considered fofrbmecechbumneiaaps:
company 71 egul at otrhys hrbepghudierpeanmielnyt sa veadtnmnet stratesg

“The SEC’s quarterly private funds statistics release expl
not mutually exclusive, maéng the same fund could potentially be referred to by multiple né®ieS,Private Funds

Statistics January 29, 2019, at https://www.sec.gvisionsinvestmentprivatefundsstatisticsprivatefunds
statistics2018.g2-accessible.pdf.

25 For examplesome experts define private equity as an alternative asset class that includes all assets beyond the three

primary asset classesstocks, bonds, and cash. For more details, see Benoit Leleux, Hans van Swaay and Esmeralda

Megally, Private Equity 4.0Reinveating Value Ceation(The Wiley Finance Series, 2015).

26 SEC,Form PF- Reporting Form for Investment Advisers to Private Funds and Certain Commodity Pool Operators
and Commodity Trading Advisarat https://www.sec.goaboutformsformpf.pdf.

27 For mae information, se€RS Report R41350;he DoddFrank Wall Street Reform and Consumer Protection Act:
Background and Summargoordinated by Baird Wehel

28 This previous exemption counted every fund as a client as opposed to each investor in a fuhdiagan t . SEC, “SEC
AdoptsDoddF r ank Act Amendments to Investment Advisers Act,” prec
https://www.sec.gowewspress20112011-133.htm.

2917 C.F.R. 875.

305 E CPRrivate Fund Adviser Overview” httpst//www.sec.godivisionsinvestmenguidanceprivatefund-adviser

resources.htm

31 Private equity funds could also invest in publicly traded congsamispecially purchasing the controlling stake of

public companies with a combination of debt and equity, often referred to as leveraged buyouts.

32 SEC,Implications of the Growth of Hedge Fundsaff report, September 2003 hdtfps://www.sec.gowiewsstudies/
hedgefunds0903.pdf

33 Brian Boyer et al.Private Equity Indices Based on Secondary Market Transagtitational Bureau of Economic

Research, Working Paper no. 25207, Noveni82018, ahttps://www.nber.orglapersk25207.pdf
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borrow fiunnddirmga dspheo ul do hmd de o th aint tsz Uc%aipn
nogual i fying mmoagt me¢ i*dhec bndnil i“Wdearfti mnriet i coanp iotfa |
fuhnde eds t o beqmetlt irfeyg ubloadt eorr y1 ce x e mpt i on's

B WG O

Hedge funds are poolofdtdeem e g'st preceenu’li avteihd «c e st t h at
practices t hsaunc hmauatsurad hesmaiidAmong i neodg¢ of snddh
armeo rceo nt r ot vhearns fiantdddesa aoufsiett h & bhset r uac d wmp leerde pwirtthe d
persistent u’hHeedrgpeefréfeonrsintarfiuvccetrmk ede an annual asse
manageme hts 8f% ¢ a@efsets under management as well
performance f%Th ifeesct n mayd plrd fmotsi.vate a hedge fund
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34 The SEC defines a venture capital fund as a private fund that meets the following conditions: (1) Represents itself as

pursuing a venture capitstrategy to its investors and prospective investors; (2) Holds no more than 20% of its

aggregate capital contributions and uncalled committed capital in nonqualifying investments, other titemshort

holdings; (3) Does not borrow, provide guaranteestloerwise incur leverage, other than limited stiemntn

borrowing; (4) Does not offer its investors redemption or other similar liquidity rights except in extraordinary

circumstances; and (5) Is not registered under the Investment Company Act of 1948 antielected to be treated as

a business development company. Qualifying investments gen
companies” that are d7IGFR8273203(hcquired by the fund.

35 See discussions of Title XXf S. 488 (118 Congress), ilCRS Report R453080BS and Investor Confidence Act
(HouseAmended S. 488): Capital Markets Provisiposordinated by Eva Su

36 Leverage refers to using borrowing to iease investment exposure as well as risk. Sedling is placing
investments to gain return when tHedgePundsd ag¢sets fall in pr
https://www.sec.govastanswersinswershedgehtm.html

Nir Kaissar, “If Hedge Funds Ar e LBlopmhberyfebrua®WWi% 20®p They Ha v
at https://www.bloomberg.corapinionfrticles?2019-02-19hedgefundslag-sowhy-do-they-haveso-muchcash

383 E CHeddeé Funds Ihvestor Bulletin SEC Pubno. 139 Februan2013, at https://www.sec.goinvestoralerts/
ib_hedgefunds.pdf.

39U.S. Congress, House Committee on Oversight and Government Refledge Funds and the Financial Market
hearings, 110 Cong., 29sess., November 13, 2008, H.Hrg-582, Serial No. 11210 (Washington, DC: GPO,
2010), at https://wwwgovinfo.govtontentpkg/CHRG110hhrg56582/df/ICHRG-110hhrg56582.pdf.

40 SEC Form PF defines a hedge fund as any private fund (other than a securitized asset fund): (1) with respect to which
one or more investment advisers (or related persons oftineesadvisers) may be paid a performance fee or

allocation calculated by taking into account unrealized gains (other than a fee or allocation the calculation of which

may take into account unrealized gains solely for the purpose of reducing such feeatioalto reflect net unrealized

losses); (2) that may borrow an amount in excess chaifeof its net asset value (including any committed capital) or

may have gross notional exposure in excess of twice its net asset value (including any comriétgdcgp) that

may sell securities or other assets short or enter into similar transactions (other than for the purpose of hedging
currency exposure or managing duration). The definition of a hedge fund for Form PF purposes also includes any
commoditypool an adviser reports on Form PF. See SE©ate Fund Statisticsathttps://www.sec.godivisions/
investmentprivatefundsstatigics/privatefundsstatistics2018-q1.pdf

“Shelly Hagan a@megaSlabrejCapital AmongHedge,Funt Casualties in Dismal 2018

Congressional Research Service 7



Capital Markets: Asset Management and Related Policy Issues

EOBOAWEI U

Family officdsd rtahsaet isnovleesltymematna gé¢ i ehée swedhekh dob
offhreir serviarmd dwe thengmudblliy exempt ®rom SEC r
Accor da2 ) g &tpoo ratr o wthdorfdsmi | ywodfdieetsabl shed after
Owing to thfamikxetchfiveemyymi mal regulbhatée on and ¢
growapidl yecandlr eypecarrisadt g de ic o gnioypgt i ¢ m rhiteodrg e

fund mawnhaog estosl,el y mana¥®e their own money.

PublIVe r sRr 4 v Butned s

Tabdceompares publi’c hamrd cglle ma adtti af ffeurnednsc e s bet ween
and privat e hfeunfdosl liomwci Inugd ee x a mp 1 e s

T Riskrivate funds normaklygsiatvesdandndaplghygrmor
volatile i1inveBdarmmeenxtcacmpplmed,magice funds focus on
funding fowhsehrtr nhpswintthl yh irgihsekri epros s i bilities
busines seCftparitna a faulikdosagr eat etro atbodd ¢ w
money to invest (leverage) shwehirelt uamwl d mul t -

T Regul-apriiomate funds face less regulation rela
exampyheztpeuabshngefmiehateptdeul ate dadly valuatior
maintairmpupdrnicodieporting, private funds are n

ndates.

8
=

vest drpracveaetses funds tayrpen d itnmhiet endu nabse rt oo ft h e
e st oarse atchhe,y wh i laer ep wmbtladi dadfbld Ehdess se.
trarce imgmawtt etctd af h iswhestore perceived as 1

phistigdataeadt he generally higher risk and 1

s
rtfoli onvompPampnti v atre veeqnutidtnyem dc a pi t al
ically wuses c¢lient funds to obtain a cont
mpeayll ed a por tTthoilsi oc ocnotmpoalnlyi)ng i nterest n
e prdtvoa thea vikcu tah s appor t’§ obperesvompasay Public
d
q

v
p
nidm tcroansytp idc@m bt yda ff fpeodrtlit f o1 i 0 company manager
f

B e o< O oo B

operxacteilpemuu,gh s hareholder voting processe

udbdi titiyd refers to hows ecawryi tiite si swittoh domty a
ecting the pricree.d Pfutbguiicdhbwasmtdsresao £ consi d

O - Pt o g B = —

—- =

Bloomberg December 27, 2018, https://www.bloomberg.coméwsarticles?201812-27/omegajabre capitakamong
hedgefund-casualtiesn-dismat2018

“2UnderheDoddF r ank Act, the SEC established a legal definition f
offices final rule, a family office is any companythat(1)@vi des investmenteadsieaenly to
defined by the rule; (2xiwholly owned by family clients and is exclusively controlled by family members and/or

family enities, as defined by the rule; and (2)ed not hold itself out to the public as an investment aduigeCFR

§275.02(a)(11)(G)1 - Family officesand seealsoSpG e s s release and final sTule, “SEC .
Frank Act Defining “Family Offices’, ”newapres?0l120ed ease, June
134.htm.

43 UBS, The Global Family Office Report 2018 https://www.ubs.conglobalkenivealthmanagemenshnwiglobat
family-office/globalfamily-office-report2018.html

“lindsayFortado, “John Paul s on Mindntiad TintepJanuaryi2a, g019%dats Hedge Fund, ”
https://www.ft.coméontent846c68d21e8411e3b2f7-97e4dbd3580d
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45 For more detits on private securities, sS&RS In Focus IF1074Private Securities Offerings: Background and
Legislation by Eva Su

46 Cendrowski et al Private Equity, Second EditiorHistory, Governance, and @pations John Wiley & Sons, Inc.,
2012.

47 For more details on initial public offerings (IPOs), €RS In Focus IF1085%;api t al Acces s: Il PO and #Al
R a mpby Eva Su

48 For more details, see Jeff SchwaBhould Mutual Funds Invest in Startups? A Case Study of Fidelity Magellan
Fund kvestments in Unicorns (and Other Startups) and the Regulatory Implic&gehrsiary 3, 201 North
Carolina Law Reviewyol. 95,n0. 5 2017 University of Utah Collegef Law Research Paper no. 2@t,
https://ssrn.conabstract2911394

49 These fund managers are private fimeestors, but they may not invest in private funds excllsive

50Lin Sunand Melvyn Teo:‘Public Hedge FundsJournal of Financial Economig®ecember 10, 2016), at
https://ssrn.conabstract2883416

51 SeeCRS Report R4522Capital Markets, Securities Offerings, and Related Policy IssqiyeEva Sifor more
details orregulatory requirements affecting public and private securities offerings in primary markets.
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Table 2. Summary Characteristics and Risk Profiles of Major Public and Private Funds

NAV Publicly
Fund Type ($trillions) Offered Main Investors Disclosure Risk of Loss Redemption/Exit Leverage
Publickunds  Mutual Funds 17.7 Yes Retail, institutional High Low End of day Yes with cap
Closedend Funds 0.3 Yes Retail, institutional High Low Intraday Yes with cap
(secondary market)
Exchangetraded Funds 3.4 Yes Retail, institutional High Low Intraday Yes with cap
(secondary market)
PrivateFunds Private Equity 2.8 No Institutional, certain Low High Buyout/IPO Yes
qualified retall
Hedge Funds 3.8 No Institutional, certain Low High Quarterly Yes and
qualified retall + lock-up period typically igh
Venture Capital 0.1 No Institutional, certain Low High Buyout/IPO No (unless
qualified retall limited short
term)

Source: CRS. NAV data from th&ecuities and Exchange Commissiand Investment Company Institute.

Notes: IPO = initial public offerindduyout = the purchase of controlling share of a compaV = net asset value. Public funds NAV as of ye@d 20B, private
funds NAV as of ¥ quarter 2018. The summary characteristics are for selected fundsyaizhl situations only; they are not inclusive of all situations.
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52.S. Congress, House Committee on Financial Ser@res)l Business Credit Availability Aceport to accompany

H.R. 4267, 118 Cong. 29sess.H.Rept. 115646 (Washington, DC: GPO, 2018).

5317 C.F.R. 8270

“SEC pr op ofundof FundslAwangegits > December 19, 2018, preues/ release,
proposed?01883-10590.pdf.

55 Hiroko Ourae t  #hk Asset Management Industry and Financial Stabil®yobal Financial Stability Report

IMF, April, 2015, at https://www.imf.org-/medialVebsitedMF/importedflagshipissuesxternalpubsft/ GFSR/
201501 /pdf/_c3pdf.ashx.
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Figure 3. Operation of a Mutual Fund
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Source: CRS
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providing advice to others or i"™bkmvegtmemptorts or
adviser si ngeelnuedrea Imoyn e y maonnasguelrtsa, n tisn,v gfsitanmaghncti acl p |
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definition must ®Asgofthad SEiGtwrvehasadSEF, 200 regist
imwtment>®advisers.

56 §202(a)(11) of the Investment Advisers Act of 1940.

SSEC, “Faslnvestment Advisess® at ht t p sfastanswersnswersinvadygnohemil.

8« A broker or dealer that is registered with the SEC under
the Investment Advisers Act if the advice given is: (i) solely incidental to the conduct of its business as broker or

dealer,ad (ii) it does not receive any ‘special compensation’

SEC Division of Investment ManagemeRegulation of Investment Advisers by the U.S. Securities and Exchange
Commissionwhite paper, March 2013t https://www.sec.goaboutbfficesbialboia_investmanplaze042012.pdf.

59 SEC, Office of Compliance Inspections and Examinations (OQIE)9 Examination Prioritigsat
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Different Standards of Care: Inv estment Advisers Versus Broker -Dealers

Investment advisers and brokeealers play similar rolesith regard tohelping retail and institutional investors
make financial decisions. However, they are subject to different standards of care, with tightirdtafor SEE
registered investment advisers:

9 Fiduciarystandard for SE@egistered investment advisérsan investment adviser isfauciary
whose duty is to serve the best interests of its clients and fulfill the duties of loyalty and care.
Fiduciariesme obl i gated to place clientsd interest

9 Suitabilitystandard for brokerdealersi the suitability standard generally requires a breker
dealer to make recommendations that are consistent with the interests of its customers.

Research citedby the SEC shows that retail investors generally do not understand the difference between
investment advisers and brokeealers or their different standards of ca®mingto improve the quality and
transparency of financial advjt¢ke SEC finalizealpackage of rules, including Regulation Best Inties€C.F.R.
§40) in 2019

" UUOOEPEDU

Custodians provide safekeeping of financial asse
have legal ownership of assedtnsg U ihte aamsoesnegt asostkheedr wi
administraPAsw emdminmeamn e ddste i“asisle i nManagement Risks
Regul’sec oif mesp oiketnt a s soewtnse danrbep dnvhi s &sr poarr t o f t he
regul atoryt o emmuo tr @ tecnltiseanttse t agsesnecetrsa bl per sqliepgadr de
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fi nanci al aexvwsl tveeady sfyr sognedmf sotfocduys ttood i alnesy pd mmp smnge n t
ofisset managemModfiyopeBWYkMaKl on, J. P. Mor gan, St
Citigroapvice around $lddetrfldtiody.of global ass

https://www.sec.goviles/OCIE%202019%20Priorities.pdf.
60 15U.5.C.§78c- Section 3(a)(4)(A)
61 15U.S.C.§78c- Section 3(a)(5)(A)

62 Depending on the nature of the broklealer activities, they could be subject to the requirements of the Financial
Industry Regulatory Authority, national securities exchanges, or the Mun®dgalkities Rulemaking Boar8EC,
Division of Trading and Market&uide to BrokeiDealer Registrationinvestor Publications, April 2008t
https://mww.sec.goweportspubdhivestorpublicationsdivisionsmarketregbdguidehtm.htmi#l11

63F I N R Ahout FINRA ” httpst//www.finra.orgabout
4F1 NRA, “Key St a htips/inivclinra.drgiewsradiogtatistics a t
65817(f) of thelnvestment Company Act and 17 C.F.R288.171-270.17£7; 17 CFR8275.206(4)2.

66 Fidelity Digital AssetsCustody in the Age of Digital Asse@ctober 2018, dittps://www.fidelitydigitalassets.com/
bin-public/060_www_fidelity _comdocument$?DAS/custodyin-the-ageof-digital-assets.pdf.
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Congress created the SEC during the Great Depres
capital markets.t HPB310yp {f odcluls eddia doainhgs u me, wi t h t h
intention thaotmppwmhbleiwhloy Etlrtadeech cabout any materi

67Asset managers and traders pay f Selsideresearchkeferstoresearcht i onal e x .
funded by trade execution through broldmaler trading desks (soft dollar). In Europe, the second Markets in Financial

Instruments Directive (MiFID 1) has mandated European financial institutions to move away from soft dollar

arrangements and make reseancbipg more transparent. MiFID 1l has already affected U.S. research services and

generated policy implications globallgiobhan Riding “ Mi FI D I 1’ s Tr an s pinancialTengs Rul es Go
January 20, 2019, attps://www.ft.coméontentf2a46c414bd43580-92a6G3dd0bae8dat3

681 7 C. F. R. §2 7 ProxyVd@igg by Invastiment Aduiders”, J“a n u a r yhttp3:/Myww.Se@goV , at
rulesfinal/ia-2106.htm
69 please note that because 95% of proxy votes were cast through an electronic platform run by Broadridge, the

Broadridge statistics approximate the statistics efithole industry. Broadridg&ey Statistics and Performance
Rating athttps://www.broadridge.coméssetg/df/broadridgeproxy-seasorstats.pdf

7017C.F.R.88240 270, a n ConftRelease &Ghe U.S. ProxySystem July 14, 2010, at
https://www.sec.goviilestoncept201084-62495.pdf

“SEC, Chairman Jay C1l anygt oSnE,C “SSttaaftfe nReonutn dAnanboluen coin t he Proxy
https://www.sec.gowewspublic-statemenstatemenainnouncingsecstaffroundtableproxy-processand David Katz

and Trevor Norwitz, Wa cCbhngress Increades Psessore gn PiRxy Advigory &irink Mt  ,

23, 2018, ahttps://corpgov.law.harvard.ed@@1805/23/congressncreasepressureon-proxy-advisoryfirms.

723 e Regtilabry and Risk MitigatiorFramework§ s ection of this report for infor mat
that govern the as s eRrivatelRund® gsectiorefor a discussibn of fundsywith e wdthotit
SEC legal definitions. Certain fund definitions are not mutually exclusive in practice.
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US.C. 82c.

75 SEC Historical Societ}, nvest ment Company Regulation: Theatlntricacies
http://www.sechistorical.orgluseungalleriesicr/icr02_rules_of_new_game.php

6 Louis Loss, Securities Regulation Fifth Edition, Volum&/blter Kluwer
"Content of the t eWhatWeRa 1 hitgst/mwwisec.gawrtideEmiatwedo.html

S EC, “F a slnvestment @ompasy: Registration and Regulation Packdge at htt ps:// wWww. sec. govV
investmentastanswerdlivisionsinvestmentinvcoreg121504htm.html#P46_2920.

®S E Clnvestment Company Registration and Regulation Packadettpst//www.sec.gowivestmentastanswers/
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The Laws That Govern the Asset Management Industry
Investment Company Act of 1940 ( P.L. 76-768)

Thisact regulates the organization afvestment companiesandis designed to minimize conflicts of interest. Th
act requiresinvestmentcompanies talisclose their financial conditismnd investment policies to investorfhe
act focuseson publicdisclosure of information about the fund and its investment objectives, as wefoasmation
on investment compny structure and operations hE act doesnot permit the SEC to directly supervise the
investment decisions or activities of these companies or judge the merits of their investments.

Investment Advi sers Act of 1940 ( P.L. 76-768)

Thisact regulates investment advisetsgenerallyrequires that firms or sole practitioners compensated for
advising others about securities investments register with the SEC and conform to regulations designed to
investors. Since thect was amended in 1996 and 2010, generally only adviserdwawmat least $100 million of
assets under management or advise a registered investment company must register \8ECthe

Securities Act of 1933 (P.L. 73-22)

Thisact is alsoreferred to as thetruth in securitigaw. It (1) requires that investors receve financial and other
significant information concerning securities being offered for public sal@aprbhibits deceit,
misrepresentations, and other fraud in the sale of securities.

Securities Exchange Act of 1934 (P.L. 73-291)

Thisact created the SEC and empowersntth broad authority over all aspects of the securities industiyis at
gave theSEC theauthority to register, regulate, and oversee brokerage firms, transfer agents, and clearing
agencies as well as the nafiosecurities selfegulatory organizationéncluding various securities exchanges an
the Financial Industry Regulatdkuthority. Theact also identifies and prohibits certain types of conduct in the
markets and provides the SE@ith disciplinary powers eer regulated entities and persons associated with the

Asset Management Risks aMidtBlaengkuilmgt i on

After 2B&92@0@nhancial crisis, Congress directed 1
sector risks adamdespambngyeseoelonabnsgiscussions, 11 s
asset management indfAtrhesvglwesemijbantliiyesdebzriet
1 ndubiftirniaensc 1 a 1 risks, there are fundamental di1 ff
t he sitrdiefsf erent business model s, risk controls,
T 10801 Ew51 UU @UEW IUDW,EDEIE®U

The asset manage mgemaseodmd wahlti s epmrates inves:
management functions ®Trhosm iisn vdeisftfmetingt# o pranittorns hti hpe.
model for banking, in which banks own and retair
managers are viewed as agents that perform inves
compensated througlk fersicbudr opbef or mant hey ar
investment retmcacouniPBddases ctidisssnattssc | d hbaytsot o wn
t he ,fumsdisset managers routinely exit®¥the market w

80 Testimony of former SEC Commissioner Paul AtkingJi§. CongressHouseCommittee on Financial Services,
TheDodd-Frank Act Five Years Later: Are We More Stable®aring 114" Cong, 1% sess. July 9, 2015Serial No.

11439, H.Hrg. 97151 (Washington, DC: GPO, 2016) at https://www.govinfo.gortentpkg/CHRG-114hhrg97151/

pdf/ICHRG-114hhrg97151.pdif.

81 For explanations on th@incipal-agent paradigmsee former SEC assistant chief ecomomi St e wa r t
presentation, “Conflict of I hitpsd/wwavseac.goboutoffigestitd r k e t
oia_marketonflict.pdf

82 Except in some cas, such as hedge funds, as discussed previously on p. 7.

Mayhew’s

I nter medi

8 FormerSECChaiMary Jo White speech, “Enhancing Risk Monitoring a
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Even whemrkmemdemstress, the ri1isks associated with
greatly from those as sWeirktasd ®an ilhcuabde stkomhyqui dat
government financial intervention fowowaibher 71 ec
guarantee ®Theentchssats. bear investment perfor ma
assets out of failing asset-pmadegeémahntt dHopt ms f o Wi
and mitigating systemibavesheenncohei ankdngfos ea
fir ms. For eXammke Act eendSiBdddli ethe hh annual stress
certain a$set managers.

iscl Requier ement s

losure requirements are ®Thgucpomed st one of s
i rfeonmre ndtiss ¢ If epsuubrlei cd iafnfdeRmbfilumwtds fiaoandtal ly provi
i ¢ dtiosncfloorsmu rienPvreisvtaotres f un & E-Omdlrymacll loys uprrecsv it dhea
w t he mga natngdr mrnipfookrd tnaei nitnagp n f i idy® ' nt i a1
UE@PEBHOOUUUI

Pulbidd s c laolsltachwe s g wblmiadk e i nfor med j uidmegwmestt si mbout
pecfiufnbdgs ensuring that i1investorsfumadeadhee signifi
isclboasswerde regul atory philosophy is conssistent w
amous dfiscutnum gthhtati s said to be the best of disi
ol i c®Bndbnd.ic &i,sdnmdtwunda hgflu®dF prpaspeacwtauisl able fo

ree from the SEC®SEFlEkigd sdieseldos mve sponemalmpd ei s
re also requithdirtobpuebhesbyopepatiochs and cert

~

O T Hh o ®

-00x UGB @B UED U
An u mb eStEConft g por t i ng arpepqpyu btdeoind nptrsi aaaitde e f m n d s
advisers. The pritVvetepdrpobosup¢ smoengiat]ocerfiibndgy r e v i

policymakim@:t md@hky SE&e s ntolhiadmeankaen ¥i inpfaorrtmactuiloanr
regiptubhntly aviadltbmdghease ceritniaggnégamaeiannd

Ma n a g e me n t Detemlden 1s1,t2014, at’https://www.sec.gewisspeectZ014spch12114mjw#_ftn27.

84 For more on banking liquidation, s€RS In Focus IF1071&rderly Liquidation Authorityby David W. Perkins
and Raj Gnanarajah

85p L. 111203,8165()(2).
86 For more details, se8RS In Focus IF11256EC Securities Disclosure: Background and Policy Issme&va Su

87 Certain aggregated private disclosure data are also made public by the SEC. For example, Form PF information is

shared with the public in aggregate on a quarterly basis.
are not disclosed to the public. In addition, public and private disclosures are not exclusively linked to public and

private funds. For emple, business development companies are notr8gi€tered investment companies and thus

are not subject to Investment Company Act public disclosure requirements. However, public offerings of their funds

are subject to public disclosure requirements utite Exchange Act.

8Louis Brandeis, “What PQtbhleirciPReyo pao3ap Bisbplblished/iay tper 605 i n

Weekly December 20, 1913.

®These reports are available through the SEC’s EDGAR datab:
information, athttps://www.sec.goedgaréearchedgactbmpanysearch.iv.

9 SEC,Investment Adviser Public Disclosuneebsite, ahttps://www.adviserinfo.sec.go¥or more details on
registered investment adviser public reporting, see SEC, Form ADV (Uniform Application éstrimant Adviser
Registration), Glossary, at https://www.investor.galditionatresourceglenerairesourceglossaryform-adv.
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information i1in BExminegdfeepmrint a tancctldpiodsosll.iocs ufruen d 1 1 qu i
p os irteipooftatnipde g iroedpiocr t i ng of preghnseefaddsnbygs SHEn t
pursuantfrtamkDAdd *#fequirements

Invest oReAdaescst i ons

Public funds are apevm tfdonfvaelsld soirn vaecscteosrss ,i sb urte spt r i
intersecltawg fhkdergdbvern different regulatory re
investment management companies, anod menevte st ment
certain defhvesti oms pcavate funds wiitthomeantts.i ggert
Funédsamvoid additional brye gaudl haetroirnyg rteoq uriersetnreincttsi o n s
investors per mit gseodmet oc xianmvp&Fsets ifno ltlhoewsf un d

T Accrediteidf iasveismwerst ors meet the definition,
gualify for private securities exemption.

T Qualifidd @$ fmmtde st ors meet the definition, 1
could recei-bespdrfornrPmensetion.

T Qualifiedi puasc hiamwerst or s me €t the definition,
exemfptrod registering a% an investment compan

ost private funds choose to compl ydownt h 1investc
gulatory requirements relative to public funds
peciatbdithd aowestor definition, have been a

Examination

The 'SEOffice of Compliance Inspections and Exami
conduexa mignaantdi ocner t ain ocdfhetrhe iaskn éotvd & mhagghet me
addigadiodhgul at osy cdfgleNiReAl e 9 cxmdmi mta o f onheir member
undSeEE6@ver ¥i ght

OCIE examinations focus on complianmaki nfgaud, ri
OCIhEas &t mpP 0 Oiyne elsln arle gefsf and Kppdguiamatealsy 10, 000
funds ah3, EXFsinve satnnde n3t, 8addevaibseeorkse,r a mong ot her r

91 Form N-LIQUID for reporting liquidity positions at opeendinvestment management companies. See $&Mn
N-LIQUID: Current ReportOperEnd Management Investment Company Liqui@&C no. 2941, at
https://www.sec.go¥iles/formn-liquid.pdf.

92 SEC,Reporting by Investment Advisers to Private d&iand Certain Commodity Pool Operators and Commodity
Trading Advisors on ForRF, at https://www.sec.govlillesfinal/2012]/a-3308secg.htm

93 For more details on the statutes anfiniions, see Eric SmithVenable LLPR Investor Qualification: A Primet,
January 2016, dtttps://www.venable.conmsightspublications201601/investorqualificationa-primer.

94 For more information, seBRS In Focus IF1127&ccredited Investor Definition and Private Securities Markeys
Eva Su

958205-3(a) of Investment Advisers Act of 1940.
96 82(a)(51)(A) of thenvestment Company Act df94Q
97 SEC, OCIE2019 Examination Prioritigsat https://www.sec.gofiles/OCIE%202019%20Priorities.pdf.

9B FINRA, for example, conducts examationonbroked e al er s. FI NRA, “2019 Annual Risk M
Examination Prioriti e bttp:Mevwiineaorgiidusty/201i%aanuayriskandnjtoritgénth9 , a t
examinationrprioritiesletter.
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entareesubject to PPhen®GClal exmmliataegd omesre t han
examinations % fiscal year 2018.

Securities Investor Protection Corpor:
The federal government does not guarantee oOor 1 nSs
managementsatcbommons i nAcelsatintipears t dpsr for mance 1 s 1
guarantee oOfsdggasesredudtso unpredictable marke
invest exspeadwelnde undospethel'hapes henlpdlbe
prepared to absorb their own 1osses.

When a capital markets firm flaiihpaydwtrst ain | osse
inveftomst he Securities Investor Protection Corp
level of payouts are ditfhbeekn enngt Ftahdasnr atth oDseep oassisto c i
Insurance Corporation (FDIC)

ST AGn oan go venronnnpernmot c oc poabtedobyrtthices Investor Pr
Ac’Titnsupes o HF0@,a6th0 and securitiesin(with a $25(
brokerage¢satooaptatganstnst cashosands siefutrhe¢iresbr ok:
fal®Sd PC only protects thedecaulsetwolsdiyc hftumecetnikosn toof t I
resaonases ets micus it bagrecfashountt s d o e s tnhoet pprarigmtdeircpta |

the decline 1in mar®Tehte WWaDliuie coofn tirnmavsets,t mesn tas .gover
t hiatsupes o $2d5%0p,a6k0insolfu diinng bparniknsc iapnadl ,t hr i ft inst
thdsnes t 5t % i dn

Ri sMi ti1 gé&ont rol s

T
i

i

h
s
T
"

1

hsesat managaeamé¢nty f arc iss kS o md endmifenr h eorfehnet 1 n

n d usatgrebnats e dn & 1 s wino doethhse mo rcaornemofhi st mrl ser vices
nstiThts onec teixoanmpltabyes oofustlhh df a ¢ hietmidgaantti on contr o
el p polbiectgtoeanp e € © e n d btehhet hrda tricogmal laet oTrhyi st e qui r e me
ecthleontaa isnusmma rTabd)alplreocv@ mdti enxgtc eornt ahiomw i n g
egimdfagt into risk mitigation policy goals

001 O8I0 wd iuw
Cont:€xnf 1 i ct smaogfc ciunrt pirrners@myp at pwairtahdii ng m
which one )e ntaikteys (dacgeceinsti ons on beffhda f of anot he

99 SEC, OCIE2019 Examination Prioritiesat https://www.sec.gofiles/OCIE%202019%20Priorities.pdf.

100pid.

WISEC, “Fast Answers: Mut ubhitps/Mwwset.goyastBnswers/ Per for mance, 7 at
answersmperfhtm.html

10215 US.C. §§78aaa et seq.

103 Securities Investor Protection Corporation (SIP@hat Is SIP@, athttps://www.sipc.ordbr-investors/

introduction

045 e ¢ Quitadian® section of this report forWhatiSIPERrptectsatat i on of cu
https://www.sipc.ordbr-investorshhatsipcprotects.

105 Federal Deposit Insurance Corporation (FDMo is FDIC? at https://www.fdic.gowdboutlearnsymbol/
index.html.

165t ewart Mayhew, for mer SBnflictsaofInteresttAmang Markét interfhediexie’d n o mi s t ,

113
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the context of asset manasa getnheen tc einntdwaslt rcy ncclei
thagset mampagmaearss) may not act in the best 1int
An exampinfl odt ao £ oi nit v & s tt m endpituril exkglth ites net s
investments toward psoadecteses mimmsétshiparn e rthaatne hi
pr odu cbtess tthhEaitéflii neanmtecsd ch d

1T Examgolhei ti gati oME@wognit fodsesd ment advisers are
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brodéfeal ers. MTdgubigroatsed 4 © d& si ntvoe sntankeen t

ecomme nt doa tsiudfaisnta n csil®lln naededdr ¢ ia®dBoCp t e d
egulation Besnt¢t tla tadtrkarstteasifinl i ct of 1interest
n financiall®Tlei poavipnoss attgvrifcoesmh e f i nanci al
dvifsregpdsacing their own financiahtere®ther i
f thet clients

+DPUDPEDPUA
T Contikixquijadsi tnyenti ondéd poeawmiomd syl yefined as th
buying or selling assets without saeflflecting
the higher heir liquidity. The liquidity i
market distress, dWheandaptoosadsisketl aashi nyge
valuations oul d ndrtihwve mpaarfolficectr erneta cft i nodnss ha ve
types of 11
shareneddit
and mini miz
PrivatprésndscadndhfeaaageumsbesctansteiséE nve st ors enter
initlol i qwiedsk me wi ntgh etyldackopuelr i ence several years
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the 1impact >roefmatihnei nrge Hehmprteihoonl sd eorns .

T Examgolfei t i gat i oRu nd dimtorffaflesrueednetmpt i on as a produc

feature must maintain liquid assets to meet

presentation, dtttps://www.sec.gowaboutbfficesbialoia_markettonflict.pdf

107 SEC, Information for NewlyRegistered Investment Advisekiovember 23, 2010, at httpsiww.sec.gowdivisions/
investmentdvoverview.htm.

108F I N R Quijtabifity, ” at ht t p :inddstysuitabiliti nr a . or g/
1095 E CSEC Adopts Rules and Interpretations to Enhance Protections and Preserve Choice for Retail Investors in

Their Relationshpswith Financial Professionals” pr es s r e | e attps//www.secogevevispres@ 01 9, a't
releaseZ019-89.

WS EC pr op oReguldtionr Bedt lnterest® Ap r i 1 http8://ww.gkd.gdvilesproposed?01884-
83062.pdf Also seeCRS In Focus IF11073;he SECO&s Best | nter estrokérDenlprelyyal f or
Gary Shorter

111 Shareholder redemption refers to shareholders returning shares to funds in exchange for proceeds at net asset value.
For other discussions on liquidity risk, see SEC, Division of Investment Manageém&stment ComparLiquidity

Risk Management Program Rul&xctober 13, 2016, attps://www.sec.gowdivisionsinvestmeniguidancegecg

liquidity.htm.

1129 e @rivdteFunds’ section of this report for more details on liquidity and holding periods, as well as Cendrowski et

al., Private Equity, Second Editior{istory, Governance, and Operatiorghn Wiley & Sons, Inc., 2012.
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l i quridliee ffumdsh mustheategaoavegzements into four d
and 1 imltlingiesdments t5H%nfo trhdareaisustbdass 1

T Contibexvtergaegneceraftysetofthermewed funding to irt
whi ¢ hmumatyi p1l yr ertitidknsg ln nldevekr d ged mpldscat e
investment strnctst ktroe sb oatnhd’ disntdad nved adsueaad ti lne
financiad & ywhlalme to its effects in multiplyi:

ret.t ns

T Examples of mi Miugatl ofidileodeetdr dlusn:ds ar e
subj ex*00%oaaset covifThige reqaikewmemage ratio
me a nti meg cfaunnndot nmaonommw @ax cteheidpidnrgo ficd d ®
By nctarast, most hmraiveal esumngs idansnot

x 1 UE UBROMIE Ow

T Cont:Oxdrational risks amgese dondmbwypiemadtsd onal

transaction 1ssues. Operational 7risks are es
management 1industry because Atchceuriantdeustry man.
client account recordkeeping and transfer, a !

anadyber sescomerteyasaroef operational 1importance.

T Examples of mifligga$E®@nscodyrouse requires re
investmentngdgieddrds tewd(ila)nse tpossession and
control, offf Jacsrsgeot sa enexh mi(mdbh)pmepwmal i fied
custodian mai ntaani{ddsienngd calciceonutn ta sssteattse ment s dir
t he c¢1ienttbsunidnss,t eaamde gogfi o' me nt s

113 SEC Rule 22¢t requires a fund to classify each of its portfolio investments into one of the following liquidity
categories: highly liquid investments (an investment that can be convedashtaithin three business days);

moderately liquid investments (an investment that can be converted to cash within four to seven calendar days); less
liquid investments (an investment that can be sold or disposed of in seven calendar days); aridvisfoignts (an
investment that cannot be sold or disposed of within seven calendar days). For more details, see SEC final rule,
“Investment Company Liquidity Risk Management Progtaihis O c t o b eathttps:Awww.2e6.govillesfinal/
201683-10233.pdf

4I'n addition to direct borrowing, derivatives products cou

115 Financial Stability BoardPolicy Recommendations to Address Structural Vulnétigsifrom Asset Management
Activities January 12, 2017, http://www.fsb.org201701/policy-recommendationto-addressstructural
vulnerabilitiesfrom-assetmanagemenactivities/

11615 US.C. §880a18.

117Rule 206(4)2 underthe Investment Advisers Act of 1940 Al sQustodian® $ection of this rteport
details on custody services and their history.
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Tabl e 3. Examples of Risk Factors and Ri sk Mitigation Controls

Compliance and Risk

Examples of Strongly

Risk Factors Controls Affected Parties How It W orks
Investor Risk transparency Disclosure requirements Public funds Requires public disclosure of portfolio composition and ris&s that
Protection investors are informed
Retail investor Investor access Private funds Disallows ordinaryretail investors to purchase private funds that are
exposure restrictions perceived avavinghigher riskthan public funds
Conflict of Fiduciary and suitability Broker-dealers and Requires advisers to place the best interest of clients ahead of their
interest standards investment advisers own interests (i.e.sales commissions)
Investment Liquidity Liquidity rules and daily Mutual funds Ensure the availability of liquid assets to maevestorredemption
Portfolio Risk NAV valuation needs
Leverage Leverage ratio Business development Caps the amountinvestment companies could borrow to reduce
requirements companies portfolio risk and complexity fothosefunds that are selling to retail
investors
OperationalRisk  Asset safekeepinc Custody rule Digital assets managemer Makes sure there is a third partgustodianto safeguardind ensure the
availability oinvestment portfolio assets
Source: CRS.

Notes: 0 ¥amples oktrongly affected partiésefer to the entitieswithin the asset managemeatosystenthat are likely to bestrongly affected by the risk control
requirements The column does not list all the affected parti@he table iffor illustration purposesonly andis not inclusive of all risk factors or mitigation controSee
O0Ri sk Mit i gat sedion ofahe tepo€ forrexplaratios df the different factors in column one.
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Recent Tr ends

Over the past semanabecedceonadendusheyahsastunder gor
may have important 1implications for public polic
changes,( It)yhiendl diidsotmrgyg a biwtihnc( s ednce on capital m
financing rather than b;diBas hliofaansf rboyn Ancetriivcea nt ob ups
invessttnulngd4t)he exppmisvoame ofecurities markets

ThdAds s-Mahnagedredus's r Gr o wt h

I n ptahsewdbe c a d e s smatnhaeg eansesndita § ngme wm ybsei cganui sfei coafnt 1 y
increased -usatofbimehinPdaemstreappnadi shamges 1in
investment styles andimsgbigtaeddqgsd)rHsameorn gt hoet her
past 70 years, inveemoranvhatvtengadgebygtdhifhetdhs €l
indirectly through asset managers. For example,
held by hAodsesbppwebdideass in 2017, direct holdings
t han 401% hol*ionmees .ar gue t hat tdier dpeetkldyebyage of e
individuals cotiAd he relsmd ¢ r aosf o et th @ kaenl @ gndamsg s 0, W
the investment decisionmaking on .bhéEhiarl fi noffl ureentcaei
on both investors and thhaes ceoxnppaanndieeds. t hey i nvest

CapiMarlkkk hanOuhgaBaenkending

Thiemport anc emaonfa gtehnee nats sientdus try has alns ¢ hiencreas
relative 1 mporntaarnkceet so fa ntdh eb acnakpsi.t aSlpeci fically, g
financing (i.e., the 1ssuance 3y fowtomadse cd nglr oowthlke 1
bank (Fiog#s.e

118 For more information, see Sebastian DeWiitz, Alice M. Henrigues, and John Sabelhatrs Evolution of
Refrement WealthBoard of Governors of the Federal Reserve System, 20b&ps://www.federalreserve.gov/
econresdaté&dsP2015files/2015009pap.pdf

19 popular definedtontribution retirement plans include 401(k) plans and individual retirement dasqtRAS).

120 Jonathan Berk and Jules Binsbergdaw Special Study of the Securities Markets: Financial Intermediaits
14, 2018, ahttps://www.law.columbia.edsitesfiefaultfiles/micrositest¢apitatmarketsherkvanbinsbergen
final_draft.pdf

121 |bid.
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Figure 4. Nonfinancial Business Financing: A Comparison
Capital Market Financingersus Bank Loans
M Loans M Capital market financing
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Source: International Monetary Fund.

Notes: Capital market financing refers to bondadother debt securitiesbut not equity securitiesLoans refer
to bank loans.

ers of such bonds and debt secur i2tli% s .
11 U. S. corporate bonds in 2018, more

I S I SRR

i nf ibnuasnienleasgsi ve t o the Euro area.

Act i vPa s 6 dnwee s t SteynBthi f t

s upepreirofror mAncoer2dl nég S &P aGfobat maecthplhe, st ock
managers underpedf fiaodme¢edrigbhe sr mpaes t-haar ,8§ 0%
year, -yemd P&riods.

122|MF, Vulnerabilities in a Maturing Credit Cyc|&lobal Financial Stability Repgripril 2019, at
https:/mww.imf.orgénPublicationsGFSRIssues201903/27/GlobalFinanciatStability-ReportApril -2019
(Hereinafter IMF, Global Financial StatijliReport, April 2019.)

123 Global Financial Stability Report, April 2019

124 This trend applies only to the equity markets. The bond markets did not experience the migration of investment
styles from active to passive. Bank for International Settlem&htdmplications of Passive Investing for Securities
Markets March, 2018, alittps://www.bis.orgdubliqtrpdff_qt1803j.pdf

1255&P Global, SPIVA U.S. Scorecay&eptember 15, 2016, itps://www.spglobal.corlrinsightsSPIVA-US-
Scorecard.html
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Figure 5. Cumulative Flows into Passive and Active Equity Funds
(% Billions)
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Source: J.PMorgan Quantitative and Derivatives Strategy and EPFR Global.
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capPReakarding financial stability, a recent Fede
shift from active to pesdsnceed I1ngas dmesktst wdad@oorct
amplifying market voladinbitty et’dfcanddtyt me onmge mer
argithat active lpye rnfaonrang ebde tftuenrd stwhaem masr &kielkesstrat
efficient. If this argumembyi betcalpd ¢ al hber dat i ve
mar ket 1inef fbiyc igrnocwtehs icma upsaesds i ve 1 n vhe sitnment , ena
active management as well

Privieter Of f e s OntgpPullQfcf eri ngs

The -mamagement industry has also tskgnibncantre:

rise in the volume 0%Bepcraiuvsact emasneyc pausi st chte smaonf af g egré sn
volumes of private s ecunraintaigeesme ntth iisn dsuhsitfrty htaos olce
increasingly central Imol2e) li8g admgompamaeresci ahimadk
$2.9 trillion thmomghtpanvdoebbEdfehengsze of pub

126 price discoverys the process by which buyers and sellers determine the price of a security. It involves, markets

mar ket participants, and information. For more details, s e
Does It WalStteetdourfallanuary 8, 2017, &ttps://www.wsj.condrticlesivhatis-price-discoveryand
why-doesit-matter1483930860

R27Robi n Wi g ETRGsowth s in bangerofDevouringCapitalism Financial TimesFebruary 4, 2018, at
https://www.ft.coméontentD9cb4a5ee4dclle?a6855634466a6915

128 jquidity transformation refers to the creation of liquid claims against illiquid assts. Kenechukwu Anadiite al.,
Shift from Active to Pa&$ve Investing: Potential Risks to Financial Stabiljtdard of Governors of the Federal
Reserve System, Finance and Economics Discussion Series nd)&D1®)18, at https://doi.ofd.17016/
FEDS.2018.060.

129 Companies turn to capital markets to rdigeding from investors. This process is referred ta securities offering
Similar to public and private fundgublic securities offerings are open to a wide range of investors and must meet
comprehensive registration requirements imposed by the \BEeeagrivate securities offerings are exempt from
certain SEC registration requirements and face investor access restrictions.
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Figure 6. New Capital Raised in Public and Private Securities Markets, 2009 -2018
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Notes: Dollar figures are not inflation adjusted

The increase in the volume of private securities
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securitiker mhxmakmnmpyp.c -confd cfluomsde,d referredcdamw® as an
conduct periodic r SpurledheanstthBse.ganseablfytheet gpnger
intervals, these funds aresbelptevatbdbl saetorinwvet:
2017 report, the Treasury recommended®the SEC r e
The SEC also explored the poneepiracigeabrédaisnegt er v al
private sec¥rities markets.
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ncreasekdeas smmomratgaenmeeent@afi atd 1 s a4 ryari.thys of pol
sectdioeaeasmever ali sosfuectsheksedi ng financial stability,
financial innovation.

Financial Stability

Fi nanci atly psitcaablillyi binyd fitehyes oftfion at thawii dalh escywsmtdenm c

s hocks wyintds sbaatsiiscf functions: financial inter med:i
all o Ptoiloinc.ymakers attempting to safeguard finan
minimizystemitofed irsiks k that the entire financial

these functions. For nbearn iFeeldhedrsarlu HReeasteirfviee dG ofvoeurrn opr
sources of systemic risk:

WSEC, “Fast Ans we https:/Ivaw sc.goviastansWarstngwersnifinterhtm.html

131.S. TreasuryA Financial System That Creates Economic Opportunities Capital Ma@etsber 2017, at
https://www.treasury.gopfesscenterpressreleaseslocuments-financialsystemcapitatmarketsfinal-final. pdf.

132 Concep releases are SEC publications to solicit public inputs before potential rulemaking, often viewed as singles
of upcoming reforms. SE@Concept Release on Harmonization of Securities Offering Exemplioms 18, 2019, at
https://www.sec.goviilestoncept201983-10649.pdf

133 For more details, seé8RS In Focus IF1070Mntroduction to Financial Services: Systemic Risk Marc Labonte

Congressional Research Service 26



Capital Markets: Asset Management and Related Policy Issues
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Accordamgt eopnationghniftrzghhechnenalal Ss$sability Board
maag e meeonmhp adnindedti s phayicufanhncliat gesdtabi hgt yheonec:c
20@0 09 finawictiha 1t hceonfasxircsee,yp t ma r k e t( MhRist*jiTahli sf umd s
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clieamtker than principa¥PBRhemhonagavkstgd o,amohetns ed
budto maoate direct hewmAs,r shascse toafnrhear godyd no md

clientl acThadsmeas nott me anmnnfithaftryd nsi al stability
Actual emeamket s how t H# abtes acfvee nf wpnedgsg ecrovuflddn atnrc i al s y s
instabFlektyhmpolneey mar ket nrhutsrtiagyg efruldnelds ir @mipt

200 d accel e2009d ft hah&fitthhle tc,r ihseidsde r mud pLong
Managéshani 9 28 al s o tdhetanitoen sttrraantseimif § ® moacefie vent
broadly affect the fun¥tioning of the financial

ThEinancial Stdemlmisleiftays dBota rodasntarguecnteunrta | v ul ner abi l
could present fsi.nadltheisal vsutlamkeirdpibiidiit,ii eclme simgeel cuhd e
within 1nv,opermetnito nfauln drsmu n ksetarmneds scehd d d abanrdetiedsii m n s
lending activities ¥$Thias sed ¢ tnmizemmpgleemss nand funds.
mar ket mutual funds, —& DF g, 1 acmodn tdafaxwse etildbegeetde d e n d i n g
mana gememtct ur aé¢ 8 ntdl en eerxatbeind ti ttio wh ic © luclatduhsees e v ul n e
financial stability concerns

B4Daniel K. Tarullo, ‘Federal Résarvuspeach athe 204 1t Grenlit MarkeRsiSynipgsitim,

Charlotte, NC, March 31, 2014t https://www.federalreserve.goewseventspeecharullo20110331a.htm. For other

discussion of systemicsk definitions, see IMRContagion Risk in the International Banking System and Implications

for London as a Global Financial CentaNorking Paper nd7/74 April 2007, athttps://www.imf.orgén/
PublicationsWP/ssues2016412/31/ContagionRisk-in-the- InternationalBanking SystemandImplicationsfor-
LondonAs-aGlobal20577andFd e r al Reser ve Bank of Ne wASBessingContagion ber ty Str
Risk in a Financial Netwotk  J u n e 2 Https//libeftystbeetecanomics.newyorkfed.d2g1906/assessing
contagionrisk-in-a-financiaknetwork.html

135 Financial Stability BoardPolicy Recommendations to Address Structural Vulnerabilities from Asset Management
Activities January 12, 2017, https://www.fsb.orghp-contentéiploadsFSB-Policy-Recommendationsn-Asset
ManagemenstructuralVVulnerabilities.pdf

BFor mor e AssatMandgament Risks and Regulation Comparedto Bankinge ct i on. of this rtepo:

B'The President’s Wor ki n gled@erFundsyLeverage Fandrihe hessons bf davign r k e t s
Capital Managementpril 28, 1999, ahttps://www.cftc.gowitesfefaultfilestm/tmhedgefundreport.htm

138 Financial Stability BoardPolicy Recommendations to Address Structural Vulnerabilities from Assegklaeat
Activities January 12, 2017, https://www.fsb.orghp-contentliploadsFSB-Policy-Recommendationsn-Asset
ManagementStructuralVulnerabilities. pdf
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Money Market Mitual Funds

Money mar ket mutual funds ( MMfasn)a greenpernets einntd uosnter yc
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2090 i nanc Ul tdrmiastiesl.y t he Treasury eDegpeamctyment i nt
guarantee PMFeognsmbbetmwm¥asddres® the crises.

MMF ¢ hus becafnenanéknownsdemodsit yatcthmgetheprdmye
susceptible to suddehaticawmse rdd dd mtpaaritmo ofsu nidniunsgh o r
mar kMMFEs are vulnerable to runs ebdwauvsaeshmarttdalal
shares before others do wheceonusludh Eeclo asdésepsss cepti
this chencplE@muMMEt ¢ d [0elsO iammndd Rdatghiats t it utional
municipal apdibMMFsst iftludfaAto nfahle mr s.Thd | 8SE&€a l ue

pr o vdindkew t o o IMFsh @a,t daecl 1M wion gi ntphoesne fees tamd redemp
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139 CRS In Focus IF11320oney Market Mutual Funds: A Financial Stability Case StiyyEva Su
14017 C.F.R. §270.24.
BWSEC, “Fast Ans wer s : hitps/fweny.sedvoankwershfnimititchs , » at

“2The Deal Bo-Mhrké&MoHRengd ‘ BlheMeWw YorkiTimeSemembek 17,°2008, at
https://dealbook.nytimes.co280809/17/moneymarketfund-sayscustomersould-lose money
“Wpresident’ s Working OoneyMarket RundeRerm Options @ctobeMd10kak t s |,
https://www.treasury.gopfesscenterpressreleaseddocumentst0.21%20PWG%20Report%20Final.pdf

144 For more information, seERS Report R4341%;osts of Government Interventions in Response to the Financial
Crisis: A Retrospectivéby Baird Webel and Marc Labonte

14517 C.F.R. 88230, 293,270,274dan 279 ; and SEC final rule, “Money Market Fu
PF,” Oct ob ehttps:#ndvw.sel.govlikesfinali2®1483-9616.pdf
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belthfakoating NAV does not s oHovre e xvaemnepilses,ue of 1 n
academs ecaarrtadhe d sl utlBhaarto pIME s t hai meffiat bdoag ing

NAV did not e x preerdiuecntciien nspirgdnpi efni scgatnya A ent distress
addition, providing f1loaanmdogteNAV aegauntisng., lamd
di sclresdwmrted busin¥Opp aonmaretls cthhwvsogd aiqmwei ndte ctloi ne o f
aff eMMFesdi nce tahse amfoasmhpil eMbonfmatMkatt may create
wor ki n gs hcoarptiabgaedsi anfedsrsmu a p e 1 p*Qtohnesr.s & e g atehsee h a t

MMF r ehfaosr nbwlelmp 1 e nseinntceed Octidbena k231 6 ense to stud:
e f f ec tainvde niemfpdn & t rbeeffawmms i dk a2 'y g s

Stress Testing for Asset Management Firms

Stress testing generally refers to a forwdoking quantitative evaluation of the impact of stressful economic
financial market conditions. As part of the broader legislative response to the-2009 financial crisis, the Doed
Frank Act requires regjators to establish stress tests for banks and certain asset management firms. The SH
responsible for establishing stress testing methodologies for brdkeaters, registered investment companies, g
registered investment advisers with $10 billionrapre in total consolidated assets. The stress tes#s to

include baseline, adverse, and severely adverse scenarios, and the results of the stress testing must be ref
the SEC and the Federal Reserve Board.

As partof he SEG s 2 DIRreforrMMMFs arerequired to testtheir abiliiesto maintain weekly ligid assets
of at least 10%nd to minimize principal volatility in responsedeveral SE@efinedhypothetical stress scenario
including (1) increases in the level of she®rm interest raes, (2) the downgrade or default of particular
portfolio security positions, and (3) the widening of spreads in various settbrs

The SEC has not yet implemented the DeHthnkAct stresstesting requirements for asset managers. A 2017
TreasuryDepartmer report states that the Treasury does not support the use of banking sector prudential s
testing on investment advisers and investment compdreeausehe MMF reform stress testing requirements
already oOsatisf y-Ft hpk grgss tesiing reguiremmentshrethe RIFdCongress, the
Alleviating Stress Test Burden to Help Investors Act (H.R. 3987) would exempt nonbanks from certain Dod
Frank stress test requirement$here are also others who support stress tests as an imporsystemic risk
mitigation tool.

Ex c halhrgaeded Funds

Some comment

ators have al s o arrigsuke dc Bthlraetr mISEFs r a i
majority of all

ETF as s ebtass eadr;e tphausss iivnevleys tnoarnsa goefc

16\We find that the stable/accumulagidistinction explains none of the cresactional variation in the run rate
among t h eleffiey N.Gonddnand ChristopheGandia,“Money Market Funds Run Risk: Will Floating Net
Asset Value Fix the Problem? Ma r ¢ h Cdlumbi@Busdingss Law Rew, at https://ssrn.conabstract2134995

147 BlackRock,U.S. Money Market Fund Reform: Assessing the Imphate 2018, dtttps://www.blackrock.com/
cashliteraturelvhitepapeniewpointusmmf-reformassessinghe-impactjanuary2018.pdf

148.S. Chamber of Commergdegloney Market Funds Helping Businesses Manage Cash, Eliow
https://www.centerforcapitalmarkets.canp-contentiploads201308/17003_CCMGMoney-Market.pdf

149 BlackRock,U.S. Money Market Fund Refm: Assessing the Impadiune 2018, dittps://www.blackrock.com/
cashliteraturelvhitepapeniewpointusmmf-reformas®ssingthe-impactjanuary2018.pdf

105 e e S EC fMoney Market EunctReform; Amendmentsto FormPF July 23, 2014, p. 553,
https://www.sec.goviilesfinal/l201483-9616.pdfard “ SEC Adopts Money Market Fund Refor
release, July 23, 2014, lattps://www.sec.gowewspressrelease?014143 For examples of applying the scenarios,

see Jeremy BerkowitzMoney Mar ket Mutual Funds: Stress Testing & New
Economics Research Associates (NERA), July 14, 2015, at https://corpgov.law.harva@d.8fd/L 4/moneymarket
mutualfundsstresstestingnewregulatoryrequirements

151.S. Department of the TreasulyFinancial System That Creates Economic Opportunities Capital Markets
October 2017, dittps://www.treasury.goptesscenterpressreleasefdocumentshA-FinanciatSystemCapitat
MarketsFINAL-FINAL.pdf.
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152iSharesjShares P18 ETF and Derivatives Guidathttps://www.ishares.comstesourceshstitutionatinvestors/
etf-derivativesguide

153 For more details, seé@RS Report R4531&xchangeTraded Funds (ETFs): Issues for CongressEvaSu

154 Apnanth MadhavarExchangeTraded Funds and the New Dynamics of Investivgw York, NY: Oxford

University Press, 2016

155 bid.

156 SEC Rule 6€11, athttps://www.sec.goviilesfinal/201983-10695.pdf

157 Securities Industry and Financial Markets Associatioh I F MAveraged Lending FAQ & Fact Sheet  a t
https://www.sifma.orgksourcesésearchéveragedendingfag-fact-sheet/ For a more detailed definition, see Federal

Reserve, FDIC, and OCGyteragency Guidance on Leveraged Lendidgrch 21, 2013, at
https://www.federalreserve.gmupervisionregtletterssr1303al.pdf

¥Board of Governors of Syrdieatedloahfortiolios oRkinancial ingtitutiongs ta¢ m, <
https://www.federalreserve.goelease®fakfaprojectsyndicatedoan-portfolios-of-financiakinstitutions.htm

¥Lisa Lee, “LeveragedihaariRils Re gMd p tR8lgombergydpcil’ls, Jackson Sa
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“covenpanrde 1l awe skl yapabilities for Il oandebpayment,

to earnings before interest, t®Dxu,r idnegp rtehcei aptaisotn
decade, the U.S.etpoecrapgeddpawt marlfeteriorating
decreased repatankedne Ha ya beatmotutinlts otfo tlaclver aged 1
outstanding remained relatively low at around
90% othe leveraged loan pri nl¥Muwt unalr kfeun dsn vemsd ohre
funds held 21% and 5% of leverageds harfens hen 2017
mar ket e t hianhge d webh 20%bn aadd@6ld3% ,0oU. S. leverage
l oans are packaged 1int oacao ltlyaptee roafl iszterdu cltouarne do bclrie
(CL®CLOs are then sold to institutional investor
others, with the asset rmakdgamenltO itmrdwmsthreyy haldd i
t he mhiughHert y'Mu tama thaenSdu nodt her i nsheod dmenotr evehiaal € 09
CL O'¢.
Table 4.U.S. Leveraged Loan Risk Characteristics

U.S. Leveraged Loan Market Characteristi cs 2007 2018
Outstanding Leveraged Loanskflions) $554 $1,147
U.S. Issuance (percent of global issuance) 66.9%0 75.8%
Covenant Quality Index 2.6 4.1
Covenant Lite Share (percent of new issuance) 29.2% 84.7%
Total Debt/EBITDA (times) 4.9 5.3

Source: IMF,Global Financial Stability Repofpril 2019.

2019, athttps://www.bgov.contorehews#!/articles/PQ4HZD6J1JUZ

The “covenant lite” loans arecticanifhgatcwmds actt ss athagudndk

covenant clause in a syndicated loan contract typically requires the borrower to pass regular financial fitness tests.

Because the financial industry considers loan covenants a major device by which lendessitarioan repayment

performance, many see thisriseincovedanitt ¢ 1 ending as evidence of a decline i
“ Me as ur-Lnge CBeaderdl Resetve Bank of Philadelph#918, ahttps://www.philadelphiafed.orgmedia/
researchanddatapublicationsbankingtrends2018bt-cov_lite.pdffa=en

161 Nonbanks generally include asset managers, insurance companies, pension funds, and-dépersitory financial
intermediariesPrimary marketefers to the market where a financial instrument is first created. Secondary market
refers to the market whereetbe instruments are traded. Data from IMF, Global Financial Stability Report, April 2019.

162]MF, Vulnerabilities in a Maturing Credit Cyclédpril, 2019, athttps://www.imf.orgénfPublicationsGFSRIssues/
20190327/GlobalFinanciatStability-ReportApril-2019

163 | bid.

164 T redistribute the credit risk, collateralized loan obligations (CLOs) pool leveraged loans together inlia podf
restructure the pool into different credit trancbéienknown as senior, mezzanine, and equity tranches, in order from
highest to lowest payment priority, credit quality, and credit rafiingough this process, risks of the portfolio of loans

are often redistributed to lower tranches and new-gigiditrating CLOs are formed out of the belanwestment

grade pools of leveraged loan assets. For more details, see National Association of Insurance Commissioners,
Collateralized Loan Obligations Rrier, athttps://www.naic.org/apital_markets_archivyadimer_180821.pdf

165 According to the Federal Reserve, as of yaradt 2018, most U.S. CLOs are issued out of the Cayman Islands ($457
billion or 74%). Of these issuances, 27% or $94 billion are held by mutual funds and other investment vehicles. Emily
Liu and Tim SchmidEise@n | o hr, “ Who Owns VEDSNoteslulpl9S2019.wmtr i t i es ?”
https:/mww.federalreserve.g@donregiotesfedsnotesivho-ownsus-clo-securities20190719.htm

Congressional Research Service 31



Capital Markets: Asset Management and Related Policy Issues

Notes: EBITDA = earnings before interest, tax, depreciation and amortization. Covenant = certain credit
agreements that serve as a measurement of the degree of investor proteétioigher covenat quality index
score denotes weaker covenant quality.
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1881J.S. Congress, Senate Committee on Banking, Housing, and Urban Affersjning Regulatory Frameworks for
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